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BEFORE THE STATE BOARD OF EQUALIZATION
OF THEE STATE QF CALIPORNIA

Inthe Matter of the Appeals of)
)} Ne. 82A-1801=GO

SUMITOMO B A N K OF CALIFORNIA ) . 842~1017
ANC THE SUMITOMO BANK, LTD. )
OF QSAKA, JAPAN )

Fat Appel l ants: M chael E. Love
Attorney atLaw

Por Respondent: B2lleene XK. Tessier
Counsel

OPINION

_ Thes appeal s wece originally nade pursuant to
section 2566 of tie Revenue and Taxatien Cade framthe
action of the Franchise Tar Board oam the protests of
sumitome Bank of California and The Sum tonp Bank, Ltd.

of Gsaka, Japan, against proposed assessnents of addi-
tional franchise tax in the anmounts and for the incone
years ended as foll ows:

‘ . I7Unless otherw se specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for the incone years in issue,.
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Income Years
Ended

Sumizomo Bank Of 12-31-~69
California 12=31=-70
12=31=71

12-31-72

12=31=-73

12=-31=74

The Sumitomo Bankf Lt d. 9=30-72
9-30-~73
9-30-74

Propased
ASsessments.

$177,380.57
121,745.44
298,426.01
168,495.51
80,052.83
81,055.65

118.09
29,722.04
74,080.02

Subsegquent to the filingof these appeals, appellants
paid the psopogsed asgessments in f1ll. aAccordingle.

pursuantts SECLION 26078, these appeals are
appeals from the denial of glaims for refund.
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Aggeals of Sum tonp Bank of California
an € Sumtono Bank, L[td. of saka, Japan

Two primary questions are presented by these
consol i dated appeals: (1) whether appellants were en-
-gaged in a single unitary business during the aPpeaI

years, and (2) 1f so, whether respondent properly deter-
mned that appellants nust file a combined report and use
the standard apportionnent formula to conpute income
derived fromor attributable to California sources.

The Sum tonmo Bank, Ltd. (hereinafter "SBL") was
founded in osaka, Japan, in 1895 as acfrlvate bank by t he
Sumitomo faniIY and 1s one of the world's |eading commer~
cial banks. ts overseas activities are currently
carried on through agencies in the United States; by
branches in Europe and Asia; by Banco Sumitomo
Brasileiro, Brazil, a wholly owied subsidiary of SBL; and
by Sum tonp Bank of California.

Sumtomo Bank of California (hereinafter 'SBC' )
was organi zed under the laws of the State of California
on Novenber 14, 1952, and conmenced business on
February 2, 1953, SBC perforns all of the usual func-
tions of a donestic commercial bank. 1In 1972, SBC
ggfaplished aNassau branch, its only branch outside

i fornia.

During 1969 through 1974, SBL owned appr oxi -
mately 55 percent of SBC's outstandln% shares. SBC ownad
no shares of SBL. From 1969 through the latter part of
1972, SBL had no contact with California, In 1972, sBL
opened a San Francisco agency in order to facilitate cer-
tain types of transactions with sec. During the period
under review, SBC had been particularly active in the
field of international banking, provyd|n? services
including comercial letters of credit, foreign exchange,
col l ections, remttances, foreigntrade financing, and
acceptance financing. It had maintained, through its
parent bank, a conprehensive network of correspondent
relationships with comercial banks in foreign countries
whi ch provided foreign banking. facilities for its cus-
tomers. In 1970, two separate International Banking
Divisions = one in San Francisco and the other in
Los Angeles - were established. SBC participated in
loans Jointly with sBL's New York and San Franci sco agen-
cies and engaged in extensive dealings with SBL, parti-
cularly in connection with inport and export
transactions. (Resp. Br. at 2 & 3.)

From the founding of SBC to the present, virtu-
ally all of the top echelon personnel of SBC, including
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the president, executive vice president, all senior vice
presidents and al nost one-half of all the other vice
presidents were "on loan" from SBL. (Resp. Br. at 4.)
In addition, other inportant SBC positions were held by
SBL employees. SBL's enpl oyees served in California an
average of five to seven years. Wth respect te |ocally
recruited SBC personnel, approximately two to faur
enpl oyees peryear were sent to Osaka for a one nonth
period to receive direct training from seL. (Resp. Br.
at 4.) In addition to this exchange of personnel, a
majority of sBC's board of directors were either sBL
enpl oyees or SBC enpl oyees 'on loan® from sBL. (Resp.
Br. at 5.)

Because of the rapid expansion of SBC there was
a constant need to increase capital funds. SBL cantin-
uously added capital asrequired for expansion or by the
regul atory bodies. For exanple, after an October 2,
1970, state banking report cited SBC for lack of capital
funds because the capital ratio had decreased to
7.1 percent, considerably belowthe state ratio for banks
of conparable size, SBC sent a letter to the state
banki ng authorities announcing the issuance of convert-

abl e debentures to increase capital. The direct contri-
buti ons of capital durlqg this period by sBL's purchase
or debentures constituted $12 nillion. “In addition to

sBL's direct contribution, SBL also controlled the anmount
of debentures that was issued to the public, thus ensur-
ing that it retained control of SBC.

In all federal and state banking reports issued
during the appeal period, reference was nmade to SBC's
concentration of credit to various Japanese headquartered
firms and their Anmerican subsidiaries. The reason for
this large concentration of credit wthin SBC appears to
bethat the Japanese parent conpani es were custoners of
SBL; therefore, when these Japanese conpani es needed
financing for their Anerican subsidiaries, they used the
SBL bankin% systemto furnish services needed in Anerica.
Toget her, SBC and the SBL agencies noted above offered
full banking services to these customers. SBL and SBC
made | oans, handl ed inport/export financing through the
parent bank's conprehensive worl dw de network and SBC
provi ded | ocal donestic services. (Resp. Br. at 6.)

Al credit granted by SBC and the San Franci sco
agency of SBL to Japanese conpani es and their Anerican
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subsi di ari es was approved by SBL. As such, SBL con-
trolled the grant|Q%_of credit for these conpanies on a

- wor | dw de basis. Is relieved SBC and the San Francisco
agency from conducting costly credit work. Federal and
state banking reports cited SBC for violation of credit
procedures such as lack of financial statements, guaran-
ties over four years, and not enough signatures on
borrowing resol utions. \Wenever sBcwascited for viola-
tions by the State Banking Departnent orthe FDI C and
gould_got rectify the situation on its own, SBL cane to
its aid.

The cl ose business relationship between sBC and
sBL is al so shown by the intercoqyany deposits.  From
February 3, 1959, t'o March 31, 1971, sBL pl aced a
$5,000,000 deposit with SBC as a guaranty for certaia
| oans covered under a February 1359 agreenent. The
original agreement provided for no interest, but for the
appeal period, interest was charged at 7 1/2 percent.

Such time deposits provided SBC with capital, while
demand deposits with affiliates facilitated the worl dw de
busi ness of the Sumtonp network. (Resp. Br. at 7.1

~The amount of a financial institution's capital
affects violations regardi ng | oans, acceptances, and

letters of credit exceeding legal limtations which are
based on capital. For exanple, section 1310 of the
Fi nanci al de, asthen in effect, stated that loans to

one custoner could not exceed 10 percent ﬁunsecured) or
20 percent (securedg of capital plus surplus of a bank.
To prevent being cited for this violation, sBL ai ded sBC
by Increasing capital and thereby increasing |endin
ltmts and accepting participation |oans or sales o
excess loans over |limt. (Resp. Br. at 8.) Purthermore,
a large portion of SBC |oans, letters of credit, accep-
tances and participations was guaranteed by SBL. These
guaranties wereinitiated because PpIC and state banking
authorities, concerned about the concentration of credit
wi th Japanese conpanies and their American subsidiaries,
required some assurance concerning these Loans, The

met hods of guarantr i ncl uded continuing guaranties and
stand-by letters of credit. SBC also engaged in exten-
sive selling and purchasing of |oans and acceptances with
its affiliates. Acceptances and letters of credit over
limt were al nost always sold to affiliates during nost

of the appeal period.
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_ ~Further evidence of interconpany ties is found
in the joint use of staff and facilities. There was a

. sharing of physical facilities by SBC and the San

Franci sco agency. Basically, the agency's operations
were carried out by sBC's enpl oyees on SBC's equi pnent

W th the agency paying rent for the leased property.
Wages were allocated by estimates of tine- (Resp. Br. at
9.)

During the appeal period, SBC presented itself
to the public as a nenber of the SBL banking network
and/or the entire Sum tono group of corporations. The
most obvi ous presentation of affiliation is the commen
name of Sumitono used by SBC. SBC also presented itself
asa nmenber of a worl dw de group in its annual reports.
SEC stated that its worldw de network could benefit
cust oner s b}/] having facilities around zhe world and
i ndicated that the name Sumtonop is known and respected
wor |l dw de and that the expertise of SBL benefits SBC.
SBL also presented itself as an international bank with a
wor | dwi de network in its advertising. SBL recomended
that potential custoners contact the Sum tono bank
nearest themand listed the California bank. In an
advertising panphlet given to the public by sBc, SBC
stated that 1ts affilration with sBL and the Sum tono
group gave SBC a "very real advantage in international
trade.” (Resp. Br.'at 10.) Lastly, SBL also had a
research staff that provided econom c data concerning
i nvest ment opportunities in different geographical areas
or different types of investments. (Resp. Br. at 10.)

_ ~ Throughout the appeal period, SBL and SBC fil ed
California franchise tax returns enploying separate
accounting. Upon audit, respondent d&etermined that SBC
and SBL were engaged in a single unltaréa busi ness and,
accordingly, redetermned appellants' lifornia source
I ncone usi n% combi ned reporting procedures. Appellants
protested the proposed assessments. The protests were
deni ed and these appeals fol | owed.

~ Wen a taxpayer derives inconme from sources
both wwthin and without California, its tax liability is
measured by its net income derived fromor attributable
to sources within this state. (Rev. & Tax. Code, _
§ 25101.) If the taxpayer is engaged in a unitary busi-
ness wth affiliated corporations, the amount of incone
attributable to California sources nmust be determ ned by
applying an apportionment formula to the total incone
derived from the conmbined unitary operations of the
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affiliated corporations. (See Edison California Stores,
Inc. v. McColgan, 30 Cal.2d 472 (183 P.2d 16] (1947).)
Aunitary business exists when there is unity of owner-
ship, unity ofoperation, and unity of use (Butler

Btos. v. McColgan, 17 Cal.2d4 664, 678 [111 P.2d 334]
(1941), affd., 315 U:S. 501 [86 L.Ed. 991} (1942)) or
when the operation of the business within California con-
tributes to or is dependent Lg_)on t he operation of the
busi ness outside this state (Edison Calitornia Stores,

| nc. V. McColgan, supra, 30 cCal.2d at 481}).

On aPReaI, appel I ants have offered no factual
argument t hat ey were not enﬂaged inaunitary busi-
ness. Accordingly, based on the record, we are conpelled
to conclude that,” asamatter of fact, appellants were
engaged in asingle unitary business during the agppesl
years. (See, e.g., Appeal of New Home Sewing Machine
Company, .Cal. St. Bd. of Equal., Aug,‘T7T-T3%3:T-?5?re-
ore, for the years on appeal, appellants' income derived

from or attributable to California sources must be deter-

mined in accordance with the provisions of the Unifarm
Division of Inconme for Tax Purposes Act (upITPA) con-
tained in sections 25120 through 25139. éRe-"' & Tax.
Code, § 25101,) UDITPA requires that the Dusiness incone
of a unitary business be apportioned to this state by

mul tiplying the income by a fraction, the nunmerator ef
which is the property factor plus thepayroll factor plus
the sales factor and the denom nator of which is three,
(Rev. & Tax. Cade, § 25128.) The nunerators of the
respective factors are conposed of the taxpayer’ grap-
trty, payrell, and sales in California and the dencmina-
tors consi st of the taxpayer's property, payroll, aad
sal es everywhere. (Rev. & Tax. Code, §§ 25129, 25132, a
25134.) Methods ot her than the standard three-factor
fornula may be used only in exceptional circunstances
where ODITPA's provisions do not fairly represent the
extent of the taxpayer's business activity in this state.
éReV- & Tax, Code, § 25137.) The party seekingt o

eviate fromthe standard fornula bears” the burden of
proving that such exceptional circunstances Iar eStpresent.

(Appeal 6r Wew York Football Gants, Inc., Cal.
. of Bqual., FED. 3, 1Y/7.)
To this end, appellants argue that respondent
should permt separate accounting in'this situation since

appel lants are highly regulated, regularly audited,
financial institutions which cannot manipul ate incone.

Moreover, appellants contend that in an international
setting, conbined reporting unfairly distorts each
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appel lant's income and inposes significant reporting
requiremeats that are unfairly an unnecessar|I¥

bur densome to appel | ants. pellants also contend that
separate accounting should be required because combined
reporting does not fairly represent the extent of each
appel lant's business in California. (App. Br. at 5.}
Additional ly, appellants maintain that to calculate their
t ax I|ab|I|¥y on _a conbined basis violates the Conmerce,
Due Process and Equal Protection Causes of the United
States and California Constitutions. {App. Ltr. received
March 11, 1983.) Finally, appellants argue that
respondent’'s action violates section 1753 of the
Cal1fornia Financial Code, which requires a foreign bank
doi ng business in California to use separate accounting
met hods. (App. Br. at 7.)

_ Appel | ants argue that we have adopted their
view concerning the use of separate accounting for
financial institutions in
Building.Company, deci ded on June A3 1943, The direct
answer 10 that allegation is that the facts in \\estern
Loan are distinguishable fromthe facts in the appeals
now before us. In Western Loan, we stated that *[iln
this case it is possible to determ ne the gross income
f rom investments, activities and sales of property in
each state." W added there that transactions in other
states did not affect transactions which occurred in
California and that incone realized fromCalifornia
transactions could be localized. Bowever, as outlined
above, the facts in these appeals permt no such
| ocalization. UOnlike the taxpayers in \WWstern Loan,
appel l ants here s¥stenat[call participated in | oans
jointly. During the period at I1ssue, SBC concentrated in
granting credit to various Japanese-headquartered firns
and their Aneri can subsidiaries. Japanese customers of
88L used SBC to finance their American subsidiaries and
SBL controlled the ?rant|ng of credit to such conpanies
by SBC, thereby relieving sac of the burden and cost of
credit background work. The synbiotic relationship
bet ween SBL and SBC is further highlk%hted by the
interconpany deposits noted above. such pattern of
|ntercoRBany | oans and deposits was noted in ¥§§§grn
Loan. reover, SBL aided sac by increasing capital
and lending |limts as needed, accepting participation
|oans, isSuing guaranties of sac transactions aad
fostering joint use of staff and facilities. Again, no
such pattern of joint action is evident in Wstern Loan,
Al so, unlike the taxpayer in \Western Loan, SBC presents
itself as.a nmenber of a worl dw de group which further
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obscures the source of any income. Accordingly, unlike
Wstern Loan, no |ocalization of income realized in
Caltfornia 1s possible in the instant situation. Thus,
on its facts, Western Loan is distinguishable from the
I nstant appeal s.

In this sane vein, appellant argues that
California Financial Cade section 1753, as in effect
during the years at issue, nandates the use of separate
accountln% In these appeals, Briefly, this section
required that a foreign banking corporation doing _
business in California *keep the assets of its California
business entirely separate and apart from the assets of
its business outside California . . . .= Avpellants
conclude that this section and the extensive financi al
review required by bankiag authorities mandates that they
use separate accounting for tax punfoses during the years
at issue. (app. Br. at 8.) Respondent answers that
Fi nanci al code. section 1753 served "an entirely different

Burpose than those provisions requiring that a unitary
. usiness determne its income using the formulary
nethod," (Resp. Br. at 32.) Indeed, we have uncovered

no authority_ I ch woul d suggest that the Financial Code
has any application to state taxation. Mreover, we have
previously held that the usual nethods and fornulas are
appropriate for determning a domestic bank's and foreign
bank's measure of tax when such banks arc engaged in a
unitary business. (Appeal of California First Bank,

Cal. St. Rd. of EquaIl., June 25, 1985; Appeal of The Bank
of Tokyo, Ltd., Cal. S. Bd. of Equal,, June 25 1985.)
Accordingly, _we must hold that appellants' argunent with
respect to Financial Code section 1753 is withaut nerit,

Appel l ants next argue that conbined reporting
does not result in a fair representation of the extent of
their business in this state because of alleged distor-
tions from inprecise "conversion methods,® disparity
between California and Japan with respect to costs and
wages, and all eged distortion caused by currency fluctua-
tions. (App. Reply Br. at 3.) Accordln?Iy, appel I ants
contend that the standard three-factor fornula does not
fairly represent the extent of their business in
California. As indicated above, the party seeking to
deviate fromthe standard formul a bears the burden of

. proving such exceptional circunstances are present.
(Appeal of New York Football Gants, Inc., supra.)

V¢ have previously considered and rejected
argunents concerning currency fluctuations in the Appeal
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of Mew Honme Sewi ng Machi ne Conpany, supra. For the
reasons stated in that opxnion, WE nust reject appel-

lants' argunments with respect to currency fluctuation as
unconvincing here. Mreover, wth respect to appellants'
other arguments, N0 show ng has beennade indicating t hat
any variations which mght occur prevent the standard
apportlonnEnt fornula fromfairly representing the extent
0

the taxpayers' business activity in this state. Again,

based upon the record presented, we nust al so reject
these argunments as unconvincing. Accordingly, we nust
concl ude t hat apﬁellants_have not met their burden of
proving that such exceptional circunmstances exist to
al low deviation from the standard formula

Appel | ants al so contend that California's
statutory schewe Of taX|n¥_un|tar busi nesses is uncon-
stitutional. However, article IIl, section 3.5 of the
California Constitution precludes this board fromdeter-
mning that the statutes involved are unconstitutional or
unenf or ceabl e.

In summary, we find that appellants have failed

to_shom&anﬁ error in respondent's determ nation of

unity or that the ordinary allocation and apportionnent
provi sions of ©pITPA do not fairly reflect the extent of
their business activity in California. Respondent's
action, therefore, nust be sustained.

-286-



@

Appeal s of Sumitono Bank of California
and _The Sumitomo Bank, Ltd. of Osaka, Japan

ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T 1S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 26077 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the clains of Sumitonp Bank of California and The
Sum tono Bank, Ltd. of Osaka, Japan, for refund of
franchise tax in the amounts of and for the income years,
as follows:

| ncome Years Clains for
Ended Ref und
Su@to?t) Bank of 12-31-69 $177,380.57
alifornra 12-31-70 121,745.44
12-31-71 298,426.01
12-31-72 168,495.51
12-31-73 80,052.83
12-31-74 81,055.65
The Sumitomo Bank, Ltd. g-30-72 118.09
g-30-73 29,722.04
g-30-74 74,080.02

be and the same is hereby sustained.

Done at Sacranento, California, this 7th day
of May, 1987, by the State Board of Equalization, with
Board MembersM. Collis, M. Dronenburg, M. Bennett,
M. Carpenter and Ms. Baker present.

Conway H Collis , Chai rman
Ernest J. Dronenburg, Jr. , Member
William M Bennet t » Member
Paul Carpenter , Menber
Anne Baker* . Menber

*For Gray Davis, per Governnent Code section 7.9
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